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the law relating to liquidated damages should be revised.
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RECOMMENDATION
INTRODUCTION

Existing California law permits the parties to a contract, in
some circumstances, to agree on the amount or the manner of
computation of damages recoverable for breach.! Two
requirements must be satisfied. Sections 1670 and 1671 of the
Civil Code 2 permit the enforcement of a liquidated damages
provision only where the actual damages “would be
impracticable or extremely difficult to fix.” In addition, the
courts have developed a second requirement that the provision
must reflect a “reasonable endeavor” to estimate actual
damages.® The judicial decisions interpreting and applying
these requirements, however, provide inadequate guidance to
contracting parties and severely limit the use of liquidated
damages provisions.* Unlike the Civil Code sections which
reflect a traditional hostility to liquidated damages provisions,
recently enacted statutes such as Section 2718 of the
Commercial Code 5 encourage the use of such provisions.®

1 For a discussion of the varying forms a liquidated damages clause may take, see
background study, Sweet, Liquidated Damages in California, infra, reprinted from
60 CAL. L. REv. 84 (1972) (hereinafter referred to as “background study”).

2 Sections 1670 and 1671, which were enacted in 1872 and have not since been amended,
read:

1670. Every contract by which the amount of damage to be paid, or other
compensation to be made, for a breach of an obligation, is determined in anticipa-
tion thereof, is to that extent void, except as expressly provided in the next
section.

1671. The parties to a contract may agree therein upon an amount which shall
be presumned to be the amount of damage sustained by a breach thereof, when,
from the nature of the case, it would be impracticable or extremely difficult to
fix the actual damage.

3 McCarthy v. Tally, 46 Cal.2d 577, 584, 297 P.2d 981, 986 (1956); Better Foods Mkts., Inc.
v. American Dist. Tel. Co., 40 Cal.2d 179, 187, 253 P.2d 10, 15 (1953). See also Garrett
v. Coast & S. Fed. Sav. & Loan Ass’n, 9 Cal.3d 731, 511 P.2d 1197, 108 Cal. Rptr. 845
(1973); Clermont v. Secured Investment Corp., 25 Cal. App.3d 766, 102 Cal. Rptr.
340 (1972).

4 See background study infra.

5 The pertinent portion of Section 2718 provides:

2718. (1) Damages for breach by either party may be liquidated in the agree-
ment but only at an amount which is reasonable in the light of the anticipated
or actual harm caused by the breach, the difficulties of proof of loss, and the

‘ inconvenience or nonfeasibility of otherwise obtaining an adequate remedy. A
term fixing unreasonably large liquidated damages is void as a penalty.
¢ For provisions authorizing liquidated damages in marketing contracts, see CORP.
CODE § 13353; FooD & AGRIL CODE § 54264. For provisions authorizing late pay-
ment charges, see CIVIL CODE §§ 1803.6 (retail installment sales), 2982 (automobile
sales finance act); FIN. CODE §§ 14852 (credit unions), 18667 (a) (5) and 18934 (in-
dustrial loan companies), 22480 (personal property brokers). See also GOvT. CODE
§ 54348 (services of local agency enterprise); Pu. REs. CODE § 6224 (failure to pay
State Lands Commission); STs. & Hwys. CODE § 6442 (Improvement Act of 1911).

(1207)
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1208 CALIFORNIA LAW REVISION COMMISSION

A liquidated damages provision may serve useful and
legitimate functions.” A party to a contract may seek to control
his risk exposure for his own breach by use of a liquidated
damages provision. Such control is especially important if he is
engaged in a high risk enterprise. A party also may desire to
specify the damages for his own breach because he is unwilling
to rely on the judicial process to determine the amount of
damages. He may, for example, be fearful that the court will not
give sufficient consideration to legitimate excuses for
nonperformance, that the court may be unduly sympathetic to
the claim of the opposing party that all his losses should be paid
by the breaching party, or that the court may manifest
prejudice against contract breach to the extent of assessing
damages on a punitive basis.

A nonbreaching party may use a liquidated damages
provision because on occasion a breach will cause damage, but
the amount of the damage cannot be proved under damage
rules normally used in a judicial proceeding. He may fear that,
without an enforceable provision liquidating the damages, the
other party will lack incentive to perform since any damages he
causes will not be sufficiently provable to be collected. There is
also a danger that, without a liquidated damages provision, the
breaching party may recover the full contract price because the
losses are not provable.

Liquidated damages provisions may also be used to improve
upon what the parties believe to be a deficiency in the litigation
process—the cost and difficulty of judicially proving damages.
Through a liquidated damages provision, the parties attempt by
contract to settle the amount of damages involved and thus
improve the normal rules of damages. Also, when the provision
is phrased in such a way as to indicate that the breaching party
will pay a specified amount if a particular breach occurs,
troublesome problems involved in proving causation and
foreseeability may be avoided. Finally, the parties may feel that,
if they truly agree on damages in advance, it is unlikely that
either will later dispute the amount of damages recoverable as
a result of breach.

Use of liquidated damages provisions in appropriate cases also
may improve judicial administration. Enforcement of
liquidated damages provisions will encourage greater use of
such provisions, will result in fewer breaches, fewer law suits,

For provisions authorizing liquidated damages in certain public construction con-
tracts, see GOvT. CODE §§ 14376, 53069.85; STs. & Hwys. CODE §§ 5254.5, 10503.1.

7 The following discussion draws heavily upon the background study. See background
study infra.
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LIQUIDATED DAMAGES—RECOMMENDATION 1209

and fewer or easier trials, and in many cases will provide as just
a result as a court trial.

While liquidated damages provisions may serve these and
other useful and legitimate functions, there are dangers
inherent in their use. There is the risk that a liquidated damages
provision will be used oppressively by a party able to dictate the
terms of an agreement. And there is the risk that such a
provision may be used unfairly against a party who does not
fully appreciate the effect of the provision.

The Commission believes that the use of liquidated damages
provisions is beneficial and should be encouraged, subject to
limitations to protect against the oppressive use of such
provisions.

RECOMMENDATIONS

Having concluded that the existing law does not permit the
use of a liquidated damages provision in many cases where it
would serve a useful and legitimate function, the Commission
makes the following recommendations.

General Principles Governing Liquidated Damages

Sections 1670 and 1671 of the Civil Code should be replaced
by a statute that applies to liquidated damages provisions in
contracts generally (absent a specific statute that applies to the
particular type of contract) and that implements the following
basic principles:

(1) A contractual stipulation of damages should be valid
unless found to be unreasonable. This rule would reverse the
basic disapproval of such provisions expressed in Sections 1670
and 1671 and in the judicial decisions but would still enable
courts to invalidate such provisions in situations where they are
oppressive.

(2) Reasonableness should be judged in light of the
circumstances confronting the parties at the time of the making
of the contract and not by the judgment of hindsight. To permit
consideration of the damages actually suffered would defeat
one of the purposes of liquidated damages, which is to avoid
litigation of the amount of actual damages.

(3) The party seeking to invalidate a liquidated damages
provision should have the burden of pleading and proving that
it is unreasonable. If the party seeking to rely on the provision
were required to prove its reasonableness, he would lose one of
the significant benefits of the use of a liquidated damages
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1210 CALIFORNIA LAW REVISION COMMISSION

provision, which is to simplify any litigation that may arise out
of a breach of the contract.

Real Property Leases

The concurrent resolution directing the Law Revision
Commission to study liquidated damages referred specifically
to the use of liquidated damages provisions in real property
leases.® The Commission has concluded that no special rules
applicable to real property leases are necessary; the general
rules recommended above will deal adequately with any
liquidated damages problems in connecton with such leases.

Land Purchase Contracts; “Earnest Money” Deposits

The parties to a contract to purchase real property may desire
to include in the contract a provision liquidating the damages
if the purchaser fails to complete the purchase. In some cases,
the parties may agree that an “earnest money” deposit
constitutes liquidated damages if the purchaser fails to
complete the sale. The validity of such provisions under existing
law is uncertain.® :

The Commission recommends the adoption of-the following
special rules to govern the validity of a provision in a contract
to purchase real property ! which provides for liquidated
damages if the purchaser fails to complete the sale:

(1) A provision liquidating the damages to the vendor if the
purchaser fails to satisfy his obligation to purchase the property
should be valid only if the provision is separately signed or
initialed by each party to the contract. This requirement will
alert the purchaser to the fact that the liquidated damages
clause is included in the contract.

(2) Where a separately signed or initialed provision makes
an “earnest money” deposit liquidated damages if the
purchaser fails to complete the sale, the provision should be
deemed to be valid if the amount of such liquidated damages
does not exceed five percent of the purchase price of the
property. This should not, however, preclude the parties from
agreeing on a larger amount as liquidated damages—whether

8 See Cal. Stats. 1972, Res. Ch. 22 at 3223 (directing the Commission to study whether
“the law relating to liquidated damages in contracts and, particularly, in leases,
should be revised”).

9 See background study infra at 1229, 1242-1247. .

10 [ jquidated damages provisions in real property sales contracts (commonly called
installment land contracts) as defined in Civil Code Section 2985 would be gov-
erned by the general principles governing the validity of liquidated damages provi-
sions and not by the special rules recommended here for contracts for the purchase
of real property.
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LIQUIDATED DAMAGES—RECOMMENDATION 1211

or not the amount is deposited as “earnest money”—if such
amount satisfies the rules for liquidated damages generally.

The Commission’s recommendation would generally
conform to existing practice. The Standard Real Estate
Purchase Contract and Receipt for Deposit, approved in form
only for use in “simple transactions” by the California Real
Estate Association and the State Bar of California, contains the
following provision:

7. If Buyer fails to complete said purchase as herein
provided by reason of any default of Buyer, Seller shall be
released from his obligation to sell the property to Buyer
and may proceed against Buyer upon any claim or remedy
which he may have in law or equity; provided, however,
that by placing their initials here ( ) ( ), Buyer and

Buyer Seller
Seller agree that it would be impractical or extremely
difficult to fix actual damages in case of Buyer’s default, that
the amount of the deposit is a reasonable estimate of the
damages, and that Seller retain the deposit as his sole right
to damages.

It should be noted that use of a liquidated damages clause
makes retention of the deposit the seller’s sole right to damages.
Theoretically, the seller still has the alternative remedy of
specific performance,!! but in most instances the difficulties in
obtaining specific performance make it an unsatisfactory and
unused remedy.!2

Late Payment Charges on Loans Secured
by Real Property

Background

Proposal of a general rule that a liquidated damages provision
is valid unless shown to be unreasonable requires examination
of the amount of late payment charges which may be assessed
in connection with a loan secured by real property.!® Until
recently, the amount of the late payment charge on a loan

11 CrviL CODE § 3389. See also CALIFORNIA REAL ESTATE SECURED TRANSACTIONS,
Hetland, Land Contracts § 3.21 (Cal. Cont. Ed. Bar 1970).

12 See CALIFORNIA REAL ESTATE SALES TRANSACTIONS, Bernhardt, Liability for
Breach §§ 11.62-11.67 (Cal. Cont. Ed. Bar 1967); CALIFORNIA REAL ESTATE
SECURED TRANSACTIONS, Hetland, Land Contracts §§ 3.21-3.33, 3.52-3.57 (Cal.
Cont. Ed. Bar 1970).

13 Late payment charges provisions have been held to be liquidated damages provisions.
See Garrett v. Coast & S. Fed. Sav. & Loan Ass'n, 9 Cal.3d 731, 511 P.2d 1197, 108
Cal. Rptr. 845 (1973); Clermont v. Secured Investment Corp., 25 Cal. App.3d 766,
102 Cal. Rptr. 340 (1972).
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secured by real property was not significantly regulated by state
statute.!* However, in response to well documented abuses and
overreaching by some lenders,!? legislation was introduced at
the 1973 session of the Legislature to regulate late payment
charges. The Legislature enacted Business and Professions
Code Section 10242.5 !¢ which allows mortgage loan brokers to
impose a charge for late payment of an installment due on a loan
secured by a mortgage or deed of trust on real property equal
to no more than 10 percent of the principal and interest portions
of the installment due or five dollars, whichever is greater.
Assembly Bill 105, also introduced at the 1973 session, would
similarly regulate late payment charges on loans secured by a
mortgage or deed of trust on single family, owner-occupied
dwellings.!”

In the absence of such statutory regulation, the validity of
many late payment charges imposed on delinquent installments
on loans secured by real property is uncertain. In Garrett v.
Coast & Southern Federal Savings & Loan Assn,'® the
California Supreme Court held that: !°

a charge for the late payment of a loan installment which
is measured against the unpaid balance of the loan must be
deemed to be punitive in character. It is an attempt to
coerce timely payment by a forfeiture which is not
reasonably calculated to merely compensate the injured
lender. We conclude, accordingly, that because the parties
failed to make a reasonable endeavor to estimate a fair
compensation for a loss which would be sustained on the
default of an installment payment, the provision for late
charges is void.

The court held open the possibility that a lender could show the
“impracticability of prospectively fixing its actual damages”; in
such a case, a liquidated damage provision “resulting from the
reasonable endeavors of the parties to fix a fair compensation”

4 Late payment charges are regulated by provisions applicable to credit unions (FIN.
CODE § 14852), to certain loans made by industrial loan companies (FIN. CODE §§
18667, 18934), and to certain loans made by personal property brokers (FIN. CODE
§ 22480).

15 See Assembly Interim Committee on Finance and Insurance, Late Payment Fees 6-9
(mimeographed, May 20, 1970).

16 Cal. Stats. 1973, Ch. 641, § 3, effective January 1, 1974.

17 At the time of this writing, A.B. 105 is in conference committee. A.B. 105 would not
be applicable to credit unions, industrial loan companies, personal property
brokers, or real estate brokers.

189 Cal.3d 731, 511 P.2d 1197, 108 Cal. Rptr. 845 (1973).

199 Cal.3d at 740, 511 P.2d at 1203, 108 Cal. Rptr. at 851. The charge involved in Garrett
was two percent per annum for the period of delinquency assessed against the
unpaid principal balance of the loan obligation.
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LIQUIDATED DAMAGES—RECOMMENDATION 1213

would be upheld. 20

In light of the incomplete legislation governing late payment
charges on loans secured by real property and the uncertainty
concerning the validity of such charges under judicial tests, the
Commission recommends that a more comprehensive
regulatory scheme be enacted.

Policy Considerations

The regulation of late payment charges on loans secured by
real property is a matter involving conflicting policy
considerations. An Assembly Committee report states: 2!

From the lenders [ sic] point of view, the imposition of
a substantial late payment charge serves the purpose of
reducing the institution of foreclosure proceedings when a
borrower is tempted to use his funds to meet obligations
other than his mortgage payment. Without such
delinquency charges at relatively high levels, a borrower
may let his mortgage payment slide while making other
pressing debt payments. However, generally, a mortgagee
or trustee will only allow no more than 60 days to elapse
from the date of payment before filing notice of a
delinquency and instituting foreclosure proceedings. It is
important that borrowers be made to feel the impact of
potential late payment charges. If foreclosure proceedings
start, it will be much more expensive to cure than would
the cost of any reasonable late charge.

Most lenders would agree that late fees should not be a
source of extra profit to the lender. The fee should be
adequate, however, to defray any additional expense
involved in processing a late payment as well as
compensating for lost interest which could have been
earned if the payment were made on time. In addition,
there should be a “motivation factor” included. This would
be a sum reasonably designed to encourage prompt
payment of the installment without amounting to an
exorbitant or unconscionable charge.

At the time a promissory note is executed by a borrower,
he will usually pay little attention to late payment
provisions or various penalty provisions. His main interest
on real property loan transactions is the interest rate, the
term of the loan and his monthly payments. Since most

209 Cal.3d at 741-742, 511 P.2d at 1204, 108 Cal. Rptr. at 852.
2! Assembly Interim Committee on Finance and Insurance, Late Payment Fees 11-13
(mimeographed, May 20, 1970).
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1214 CALIFORNIA LAW REVISION COMMISSION

debtors, at the time of borrowing, do not intend to make
payments late, they are not inclined to actively negotiate
over delinquency payment clauses. Nor are they likely to
compute out the actual amount which would be due if a
penalty of 1% of the original balance of a loan were
assessed.

The Commission has considered a suggestion that restrictions
on late payment charges for real property loans should be
comparable to those imposed under Civil Code Sections 1803.6
(retail installment sales) and 2982 (automobile sales finance
act). Both sections in substance limit the late payment charge
to five percent of the delinquent installment. In addition,
Section 1803.6 limits the late payment charge to a maximum of
five dollars. The Commission has also noted the FHA charge of
two percent and the VA charge of four percent of the
delinquent installment. The Commission has concluded that
such strict limitation of late payment charges on loans secured
by real property could operate to the detriment of both
borrowers and lenders. If the lender is forced to use foreclosure
proceedings because the late payment charge is insufficient to
encourage borrowers to make their mortgage payments when
due, the cost to the borrower of curing the default will be much
higher than the cost of a reasonable late payment charge. 22 On
the other hand, a foreclosure procedure often is not useful as a
practical matter if the lender has only a second mortgage or
trust deed, and such a lender would benefit from the enactment
of legislation authorizing a reasonable late payment charge.

Recommendations

The Commission has concluded that a statutory provision
should be enacted to regulate late payment charges on loans
secured by real property. 22 Such a provision would eliminate
the uncertainty that now exists as to the validity of such late
payment charges and would protect against the collection of

22 Section 2924c of the Civil Code provides that, after the recording of the notice of
default, the borrower may cure the default by paying “the entire amount then
due ... (including costs and expenses actually incurred in enforcing the terms of
such obligation, deed of trust or mortgage, and trustee’s or attorney’s fees actually
incurred not exceeding one hundred dollars ($100) in case of a mortgage and fifty
dollars ($50) in case of a deed of trust or one-half of one per cent of the entire
unpaid principal sum secured, whichever is greater) ....”

23 The recommended provision should not apply to a loan made by a credit union,
industrial loan company, or personal property broker. Specific statutes now regu-
late late payment charges on most of these loans. See FIN. CODE §§ 14852 (credit
unions), 18667 (a) (5) and 18934 (industrial loan companies), 22480 (a) (5) (personal
property brokers). But see FIN. CODE §§ 18649 and 18669.2 (exceptions to Section
18667), 22053 (exception to Section 22480).
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unreasonably high charges.

The amount permitted to be charged under such a statutory
provision would be a maximum. The enactment of such a
provision would not require lenders to impose a late payment
charge equal to this maximum amount, and the Commission
anticipates that many lenders will continue to impose a late
payment charge that is less than the maximum permitted.

Installment payment $500 or more. Where the delinquent
installment is $500 or more, the validity of a late payment
charge should be determined under the general rules relating
to liquidated damages.?* Thus, the late payment charge
provision will be valid unless the party seeking to invalidate it
establishes that it was unreasonable under the circumstances
existing at the time of the making of the contract. This general
standard gives the parties considerable freedom to negotiate a
provision appropriate to the circumstances but permits a court
to invalidate an unreasonable provision.

Installment payment less than $500. Where an installment
payment is less than $500, the need to avoid the expense to the
parties of litigating the reasonableness of a late payment charge
requires that the imposition of the charge be specifically
regulated by statute. Litigation will then be unnecessary if the
charge is no greater than the maximum permitted by the
statute and otherwise satisfies statutory requirements. 25

Where the delinquent installment is less than $500, the
following rules should apply:

(1) A late payment charge may be imposed if the borrower
fails to pay the full amount of the installment. (For this purpose,
“installment” includes principal, interest, and the amount to be
allocated to impound accounts for property taxes, special
assessments, and insurance.)

(2) No late payment charge should be permitted on an
installment which is paid in full within 10 days after its
scheduled due date even though an earlier maturing
installment, or a late payment charge on an earlier installment,
may not have been paid in full. Payments should be applied first
to current installments and then to delinquent installments. 26
An installment should be considered paid as of the date it is
received by the lender.

24 See discussion supra under “General Principles Governing Liquidated Damages.”

25 E.g., CIVIL CODE § 2954.5 (general prerequisites to imposition of a late payment
charge on loan secured by real property).

28 This rule would apply unless the borrower otherwise directs at the time the payment
is made.
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1216 CALIFORNIA LAW REVISION COMMISSION

(3) The amount of the late payment charge should not
exceed 10 percent of the amount of principal and interest
included in the delinquent installment. 2 However, where the
amount of principal and interest included in the delinquent
installment is less than $50, a charge not to exceed five dollars
or 20 percent of the principal and interest included in the
delinquent installment, whichever is the lesser amount, should
be permitted. 22 The borrower is in default if he fails to pay in
full the amount required by the contract, which may include
amounts to be allocated to impound accounts. Although it is
appropriate to impose a late payment charge if the borrower is
in default because he has failed to make the full payment
required, it would be unfair to include the amount to be
allocated to impound accounts in computing the amount of the
late payment charge since this amount is in substance a
prepayment by the borrower. 2°

(4) The lender should be given the option to add the amount
of the late payment charge to the principal and charge interest
on it at the contract rate if the charge is not paid within 40 days
from the scheduled due date of the delinquent installment for
which the late payment charge was imposed.

PROPOSED LEGISLATION

The Commission’s recommendation would be effectuated by
enactment of the following measure:

An act to repeal Section 10242.5 of the Business and
Professions Code, and to amend Sections 1951.5 and 3358
of, to add Sections 2954.6, 3319, and 3320 to, and to repeal
Sections 1670 and 1671 of, the Civil Code, relating to
liquidation of damages.

The people of the State of California do enact as follows:

27 The 10-percent limit is in accord with new provision regulating mortgage loan
brokers. Bus. & PROF. CODE § 10242.5 (Cal. Stats. 1973, Ch. 641, § 3, effective
January 1, 1974). This provision would be superseded by the recommended provi-
sion.

28 Business and Professions Code Section 10242.5 in effect allows a flat five-dollar charge
where the principal and interest portion of the installment is less than $50 regard-
less of how small the payment is. The Commission’s proposal would be fairer to
borrowers since, where the principal and interest portion is under $25, a maximum
charge of 20 percent (less than five dollars) is allowed.

22 It should be noted that the lender would be permitted to impose a late payment
charge computed on the entire delinquent installment (including amounts to be
allocated to impound accounts) if the charge does not exceed the maximum
amount computed under the formula proposed above.
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Business & Professions Code § 10242.5 (repealed)

SECTION 1. Section 102425 of the Business and
Professions Code is repealed.

162425: {a) A eharge which may be impesed for late
payment of an installment due on @ loan seeured by &
mortgage or deed of trust on real property shall not exeeed
the equivalent of 10 pereent of the instellment due;
provided that & minimum eharge of five dollars {§5) mey
only as a pereentage of the prineipal and interest part of
any installment due-

{b) No charge may be impesed more than onee for the
sarne late payment of an installment: No late charge may
be impesed on any installment whieh is paid or tendered
in full within 10 days after its seheduled due date; even
theugh an earlier maturing installment or a late charge on
an earlier installment may not have been paid in fullk For
purpeses of this subdivision; a payment or tender of
payment made within 10 days of a seheduled installment
due date shell be considered to have been made or
tendered for payment of sueh installment:

Comment. Section 10242.5 is superseded by Civil Code
Section 2954.6. :

Civil Code § 1670 (repealed)

SEC. 2. Section 1670 of the Civil Code is repealed.
1670: Every eontraet by whiech the amount of
to be paid; or other eompensation to be made; for a breaeh
of an obligation; is determined in anticipation thereef is to
that extent void; except as expressly previded in the next
seetion:

Comment. Sections 1670 and 1671 are superseded by Section
3319. See also Sections 2954.6 and 3320.

2—85911




1218 CALIFORNIA LAW REVISION COMMISSION

Civil Code § 1671 (repealed)

SEC. 3. Section 1671 of the Civil Code is repealed.
164 The parties to a contract may agree therein upen
an amount whieh shall be presurned to be the amount of
damage sustained by a breach thereof; when; from the
nature of the ease; it would be impractieable or extremely
diffieult to fix the aetual damage:

Comment. See Comment to Section 1670.

Civil Code § 1951.5 (amended)

SEC. 4. Section 1951.5 of the Civil Code is amended to
read:

1951.5. Seetions 1670 and 167+ Section 3319, relating to
liquidated damages, apply applies to a lease of real
property.

Comment. Sections 1670 and 1671 are superseded by Section
3319.

Civil Code § 2954.6 (new)

SEC. 5. Section 2954.6 is added to the Civil Code, to
read:

2954.6. (a) As used in this section:

(1) “Late payment charge” means a charge, whether or
not characterizeéd in the loan contract as interest, that is
imposed for late payment of an installment payment due
on a loan secured by a mortgage or deed of trust on real
property.

(2) “Installment payment” means that portion of a
periodic payment that comprises any one or more of the
following: principal, interest, and funds to be allocated to
impound accounts for property taxes, special assessments,
and insurance.

(b) Except as provided in subdivision (c), a provision in
the loan contract imposing a late payment charge is valid
if it satisfies the requirements of Sections 2954.5 and 3319.

(c) Where each of a majority of the installment
payments is less than five hundred dollars ($500), a
provision in the loan contract imposing a late payment
charge is valid if it satisfies the requirements of Section
2954.5 and both of the following conditions:
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(1) No late payment charge may be collected on an
installment payment which is tendered or paid in full
within 10 days after its scheduled due date even though an
earlier maturing installment payment, or a late payment
charge on an earlier installment payment, may not have
been paid in full. For the purposes of this subdivision, an
installment payment shall be considered paid as of the
date it is received by the lender and, unless the borrower
otherwise directs at the time the installment is paid,
payments shall be applied first to current installment
payments and then to delinquent installment payments.

(2) The amount of the late payment charge shall not
exceed 10 percent of the amount of principal and interest
included in the installment payment except that, where -
the amount of principal and interest included in the
installment payment is less than fifty dollars ($50), a
charge not to exceed five dollars ($5) or 20 percent of the
amount of principal and interest included in the
installment payment, whichever is the lesser amount, may
be made.

(d) If the late payment charge referred to in
subdivision (c) is not paid within 40 days from the
scheduled due date of the delinquent installment payment
for which the charge was imposed, the lender may, at his
option, add the late payment charge to the principal and
thereafter charge interest on it at the contract rate. If the
lender elects to add the late payment charge to principal,
he cannot thereafter treat the failure to pay the late
payment charge as a default.

(e) This section limits only the obligation of a borrower
to pay a late payment charge. Nothing in this section
excuses or defers the borrower’s performance of any other
obligation incurred in the loan transaction, nor does this
section impair or defer the right of the lender to enforce
any other obligation including but not limited to the right
torecover costs and expenses incurred in any enforcement
proceeding authorized by law.

(f) This section does not apply to loans made by a credit
union subject to the provisions of Division 5 (commencing
with Section 14000) of the Financial Code, by an industrial
loan company subject to the provisions of Division 7

5 3 378
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(commencing with Section 18000) of the Financial Code,
or by a personal property broker subject to the provisions
of Division 9 (commencing with Section 22000) of the
Financial Code.

Comment. Section 2954.6 regulates the amount of a late
payment charge that may be imposed for late payment of an
installment payment on a loan secured by real property and,
therefore, is a statutory exception to Section 3302 (“The
detriment caused by the breach of an obligation to pay money
only, is deemed to be the amount due by the terms of the
obligation, with interest thereon.”). Section 2954.6 supplements
Section 2954.5 which states the prerequisites to imposition of
such a late payment charge.

The primary purpose of Section 2954.6 is to provide a clear
and certain rule where the installment payments are less than
$500. Under prior law, the validity of late payment charges on
loans secured by real estate was uncertain. See Garrett v. Coast
& S, Fed. Sav. & Loan Ass’n, 9 Cal.3d 731, 511 P.2d 1197, 108 Cal.
Rptr. 845 (1973); Clermont v. Secured Investment Corp., 25 Cal.
App.3d 766, 102 Cal. Rptr. 340 (1972), and cases cited therein.

Subdivision (a). The definition of “late payment charge” in
subdivision (a) (1) makes clear that the provisions of Section
2954.6 cannot be avoided by characterizing the charge as
interest. Compare Walsh v Glendale Fed. Sav. & Loan Ass'n, 1
Cal. App.2d 578, 81 Cal. Rptr. 804 (1969), and O’Connor v.
Richmond Sav. & Loan Ass’n, 262 Cal. App.2d 523, 68 Cal. Rptr.
882 (1968) (disapproved in Garrett v. Coast & S. Fed. Sav. &
Loan Ass’n, supra). See also discussion in Clermont v. Secured
Investment Corp., supra. Also, because of the definition of “late
payment,” the compounding of interest as a sanction for late
payment is subject to the limitations imposed by Section 2954.6
as well as any other applicable limitations. See Heald v.
Friis-Hansen, 52 Cal.2d 834, 345 P.2d 457 (1939).

As subdivision (e) makes clear, Section 2954.6 has no effect on
such rights of the lender as the right to accelerate or the right
to recover attorney’s fees and other costs, expenses, and fees in
event of a default. These rights are not embraced within the
term “late payment charge.”

The definition of “installment payment” in paragraph (2) of
subdivision (a) makes clear that the amount that must be paid
in full to avoid imposition of a late payment charge is computed
using the total of the amounts of the items listed in the
paragraph to the extent they are included in the payment and
excluding the amounts of any other items included in the
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payment. Contrast subdivision (c) (2), which limits the amount
of the late payment charge to a specified percentage of the
principal and interest included in the delinquent installment
payment.

Subdivision (b). Subdivision (b)—which applies where the
installments are $500 or more (see subdivision (c))-—makes
clear that a late payment charge is subject to the requirements
of Sections 2954.5 (prerequisites to imposition) and 3319
(general rule governing validity of liquidated damages
provision). Section 2954.5 provides that, before a late payment
charge may be assessed, the lender shall give the borrower
either written notice of the delinquency and six days from
mailing within which to cure it or a notice sent when each
payment is due which indicates the date after which the charge
will be assessed. Assuming that these requirements of Section
2954.5 are satisfied, the late payment charge provision will be
valid “unless the party seeking to invalidate the provision
establishes that it was unreasonable under the circumstances
existing at the time of the making of the contract.” See Section
3319.

Subdivision (c). Subdivision (c) is designed to avoid
litigation as to the validity of a late payment charge where the
installment payment is less than $500. Where the payments are
less than $500, the need to avoid the expense to the parties of
litigating the validity of the amount of the late payment charge
necessitates the adoption of a statutory standard for such
charges. (Subdivision (c) is phrased in recognition of the fact
that the loan may require a balloon payment or a smaller final
payment.)

The amount of a late payment charge permitted under
subdivision (c) is a maximum. Nothing requires that the lender
impose a late payment charge equal to this maximum amount,
and the practice of many lenders is to impose a late payment
charge that is less than the maximum permitted by subdivision
(c). See Recommendation and Study Relating to Liquidated
Damages, 11 CAL. L. REVISION CoMM’N REPORTS 1201,
1211-1216 (1973).

It should be noted that the amount of the late payment
charge authorized by this section is a specified percentage of
the amount of principal and interest included in the installment
payment. Compare subdivision (a) (2) (defining “installment
payment”).

Subdivision (d). Subdivision (d) gives the lender the option
of continuing to carry the late payment charge as a default or
adding the late payment charge to principal after the 40-day
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period has expired. Adding the late payment charge to principal
does not, of course, affect the lender’s right to treat the failure
to pay the delinquent installment payment as a default if it has
not been paid.

Subdivision (e). Subdivision (e), which is comparable to
subdivision (e) of Section 2954.5, makes clear that Section 2954.6
restricts only late payment charges. The section has no effect on
the other rights of the lender including but not limited to such
rights as the right to accelerate (but see limitation in Section
2924.5) and the right to record notice of default under Section
2924 and recover costs, expenses, and fees under Section 2924c
if the debtor cures the default.

Subdivision (f). Subdivision (f) makes Section 2954.6 not
applicable to loans made by credit unions, industrial loan
companies, or personal property brokers. Specific statutes now
govern late payment charges in most of these loans. See FIN.
CoDE §§ 14852 (credit union), 18667(a)(5) and 18934
(industrial loan companies), 22480(a) (5) (personal property
brokers). See also Section 3319 and Comment. It should be
noted, however, that some loans exempted by subdivision (f)
may not be subject to the specific statutes governing late
payment charges referred to above. For example, mortgage
bankers can be licensed as industrial loan companies but are not
subject to the late charge limitations of Section 18667. See FIN.
CoDE § 18669.2 (declaring Section 18667 not applicable to a
mortgage banker or to a loan made by a mortgage banker).
~ Accordingly, the validity of late payment charges imposed by
such mortgage bankers is determined under Section 3319, not
under Section 2954.6 or Financial Code Section 18667. See also
FIN. COoDE §§ 18649 (exception to Section 18667), 22053
(exception to Section 22480). '

Civil Code § 3319 (new)

SEC. 6. Section 3319is added to the Civil Code, to read:

3319. (a) Except as otherwise provided by statute, a
provision in a contract liquidating the damages for breach
of a contractual obligation is valid unless the party seeking
to invalidate the provision establishes that it was
unreasonable under the circumstances existing at the time
of the making of the contract.

(b) Subdivision (a) does not apply to provisions
included in public contracts pursuant to Section 14376 or
53069.85 of the Government Code.
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Comment. Section 3319, providing that a liquidated
damages provision is valid unless shown to be unreasonable,
reflects a policy that favors the use of such provisions. See
Recommendation and Study Relating to Liquidated Damages,
11 CAL. L. REvisioN CoMM’N REPORTS 1201 (1973).

Subdivision (a) of Section 3319 limits the circumstances that
may be taken into account in the determination of
reasonableness to those existing “at the time of the making of
the contract.” Accordingly, the amount of damages actually
suffered has no bearing on the validity of the liquidated
damages provision. The validity of the provision depends upon
its reasonableness at the time the contract was made. To permit
consideration of the damages actually suffered would defeat
one of the legitimate purposes of the clause, which is to avoid
litigation on the damages issue. Contrast CoM. CODE § 2718.

Relevant considerations in the determination whether the
amount of liquidated damages is so high or so low as to be
unreasonable include but are not limited to such matters as the
relative equality of the bargaining power of the parties, the
anticipation of the parties that proof of actual damages would
be costly or inconvenient, the range of damages that reasonably
could have been anticipated by the parties, and whether the
liquidated damages provision is included in a form contract
provided by one party. Thus, for example, there is little
likelihood that a specially drafted liquidated damages provision
in a contract executed by informed parties represented by
attorneys after proper negotiation would be held invalid under
Section 3319. On the other hand, where the liquidation of
damages provision is in a form contract, the court should
carefully consider the circumstances existing at the time of the
making of the contract to assure that the provision does not
unreasonably benefit the party who prepared the contract. In
this connection, it should be noted also that nothing in Section
3319 affects the power of a court to modify or nullify terms in
a contract of adhesion. See discussion in 1 B. WITKIN, SUMMARY
OF CALIFORNIA LAw Contracts § 13 at 35-36 (8th ed. 1973).

To further implement the policy favoring liquidated damages
provisions, Section 3319 places on the party seeking to avoid the
provision the burden of pleading and proving that the
liquidated damages provision is invalid.

Section 3319 supersedes former Civil Code Sections 1670 and
1671. Section 1671 permitted liquidated damages only where
the actual damages “would be impracticable or extremely
difficult to fix.” This ambiguous limitation failed to provide
guidance to the contracting parties and unduly limited the use
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of liquidated damages provisions. In addition, the courts
developed a second requirement under Sections 1670 and
1671—the provision must reflect a “reasonable endeavor” to
estimate the probable damages. See McCarthy v. Tally, 46
Cal.2d 577, 584, 297 P.2d 981, 986 (1956) ; Better Foods Mkts., Inc.
v. American Dist. Tel Co., 40 Cal.2d 179, 187, 253 P.2d 10, 15
(1953). Section 3319 does not limit the use of liquidated
damages provisions to cases where damages would be difficult
to fix or where the amount selected by the parties reflects a
reasonable effort to estimate the probable amount of actual
damages. Instead, the parties are given considerable leeway to
determine damages for breach. A/ the circumstances existing
at the time of the making of the contract are considered
including but not limited to the relationship the damages
provided bear to the range of harm that reasonably could be
anticipated at the time of the making of the contract.

Instead of promising to pay a fixed sum as liquidated damages
in case of a breach, a party to a contract may provide a deposit
as security for the performance of his contractual obligations, to
be forfeited in case of a breach. If the parties intend that the
deposit be liquidated damages for breach of a contractual
obligation, the question whether the deposit may be retained in
case of breach is determined just as if the amount deposited
were promised instead of deposited, and the standard provided
in Section 3319 controls this determination. But see, e.g., Section
3320. On the other hand, the deposit may be nothing more than
a fund to secure the payment of actual damages if any are
recovered; and, in such case, the deposit is not considered as
liquidated damages. See CiviL CODE §1950.5 (payment or
deposit to secure performance of rental agreement). Compare
CiviL CODE § 1951.5 (liquidation of damages authorized in real
property lease).

The introductory clause of subdivision (a) makes clear that
the subdivision does not affect the statutes that govern
liquidation of damages for breach of certain types of contracts.
E.g, CoM. CoDE § 2718. For late payment charge provisions,
see, e.g., CIVIL CODE §§ 1803.6 (retail installment sales), 2954.6
(real estate loans), 2982 (automobile sales finance); FIN. CODE
§§ 14852 (credit unions), 18667 (a) (5) and 18934 (industrial loan
companies), 22480 (personal property brokers); Govt. CODE
§ 54348 (services of local agency enterprise). These other
statutes—not Section 3319—govern the situations to which they
apply. Of course, where there are exceptions to the coverage of
some provision governing liquidated damages in certain types
of contracts, Section 3319 does apply. E.g., FIN. CODE §§ 18649
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and 18669.2 (exceptions to Section 18667), 22053 (exception to
Section 22480). Compare Section 3320 (b), which establishes an
amount of earnest money deposit that is deemed to satisfy
Section 3319 but does not preclude the parties from providing
for a different amount of deposit if such amount satisfies the
requirements of Section 3319. Government Code Sections 14376
(requiring state public works contract to contain a charge for
late completion) and 53069.85 (allowing cities, counties, and
districts to include charge for late completion in contract)
remain unaffected by subdivision (a).

Civil Code § 3320 (new)

SEC. 7. Section 3320 is added to the Civil Code, to read:

3320. (a) Subject to subdivision (b), a provision in a
contract for the sale of real property liquidating the
damages to the vendor if the purchaser fails to satisfy his
obligation to purchase the property is valid only if such
provision is separately signed or initialed by each party
and is valid under Section 3319.

(b) If the parties to a contract for the sale of real
property provide by a provision separately signed or
initialed by each party that all or any part of a deposit that
actually is made by the purchaser shall constitute
liquidated damages to the vendor if the purchaser fails to
satisfy his obligation to purchase the property, the amount
so specified by the parties as liquidated damages shall be
deemed to be reasonable and valid under Section 3319 if
it does not exceed five percent of the total purchase price
in the contract. For the purposes of this section, “deposit”
includes but is not limited to a check (including a
postdated check), note, or other evidence of indebtedness.

(c) The validity of the provision for liquidated damages
is determined under subdivision (a) rather than under
subdivision (b), and nothing in subdivision (b) affects the
validity of the liquidated damages provision, in each of the
following cases: .

(1) Where the amount specified as liquidated damages
exceeds five percent of the total purchase price in the
contract.

(2) Where no deposit is made by the purchaser.
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(3) Where the deposit actually made by the purchaser
is less than the amount specified as liquidated damages in
the contract.

(d) Nothing in this section affects the validity of any
provision in a contract for the sale of real property other
than a provision liquidating the damages to the vendor if
the purchaser fails to satisfy his obligation to purchase the
property.

(e) This section does not apply to real property sales
contracts as defined in Section 2985.

Comment. Section 3320 makes clear that the parties to a
contract to purchase real property may provide for liquidated
damages for the buyer’s failure to satisfy his obligation to
purchase the property. Such a provision is valid if separately
signed or initialed by the parties “unless the party seeking to
invalidate the provision establishes that it was unreasonable
under the circumstances existing at the time of the making of
the contract.” See Section 3319 and Section 3320(a).

Subdivision (b) is included to avoid dispute in a case where
an “earnest money” deposit has been made and the amount
specified as liquidated damages does not exceed the
five-percent limitation.

“Subdivision (¢) makes clear that subdivision (b) does not
preclude the parties from providing for liquidated damages
under subdivision (a) where no “earnest money” deposit is
made or where the deposit is less than the damages specified in
the contract; nor does subdivision (b) preclude the parties from
providing that an amount in excess of the five-percent
limitation shall constitute liquidated damages. In these cases,
the validity of the provision for liquidated damages is
determined under subdivision (a).

Subdivision (d) makes clear, for example, that Section 3320
does not deal with the validity of a provision giving the buyer
a right to recover liquidated damages; the validity of such a
provision or any other provision not covered by subdivision (a)
or (b) of Section 3320 is determined under Section 3319.

Subdivision (e) makes clear that liquidated damages
provisions in real property sales contracts (commonly called
installment land contracts) as defined in Section 2985 are not
governed by Section 3320.
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Civil Code § 3358 (amended)

SEC. 8. Section 3358 of the Civil Code is amended to
read:

3358. Netwithstanding the provisions of this Ghapter;
re persen ean Nothing in this chapter authorizes a person
torecover a greater amount in damages for the breach of
an obligation than he could have gained by the full
performance thereof on both sides, except in the cases
specified in the Articles on Exemplary Damages and Penal
Damages, and in Sections 3319, 3320, 3339, and 3340.
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The extent of party autonomy' given contracting parties depends
upon the particular transaction and, to a degree, the subject of the
particular contract clause in question. This Article examines the
amount of autonomy given contracting parties to “liquidate” or fix
the amount of damages for contract breach. Part I discusses the basic
policy considerations and trends in party autonomy; part II considers
the various types of contractual clauses controlling damages; part III
is an overview of the California cases considering the enforceability
of liquidation clauses; part IV explains what criteria are articulated by
courts in these cases and what criteria are actually used; and part V
suggests legislative reform of the present system.
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1. The term “party autonomy” is used rather than the more commonly used
“freedom of contract,” because I believe the former more accurately expresses the
power given by the state to parties to make their own rules and determine how risks
will be allocated between them. The latter, strictly speaking, expresses only that
parties have the power to make contracts.

2. A liquidated damages clause is one that attempts to make certain the
amount of damages recoverable. Sometimes the term “agreed damages” is used.
See, e.g., MacNeil, Power of Contract and Agreed Rewedies, 47 ComNeLL L.Q. 495
(1962). In a sense this is more accurate than “liquidated damages,” because
clauses controlling damages often go beyond “liquidating” damages in the sense of
specifying an amount or a mathematical formula. Yet “agreed damages” suggests two
different meanings: it can mean that the parties have agreed that this amount or this
formula will be used to compute damages for the breach in question or it can mean
that the parties have agreed that the damages are likely to be a designated amount.
If it is used in the first sense, the term “agreed damages” may be even more accurate
than “liquidated damages.” However, if it is used in the second sense, it overdignifies
the estimation-of-damages process, for, as we shall see, agreement does not occur in
many situations. Another term used is “stipulated damages,” which means that the
parties in a negotiated contract (or the dominant party in an adhesion contract) have
specified that a certain amount is to be paid in the event a particular breach occurs.
This is more accurate than the other terms, because they place too great an emphasis
upon the amount as a true attempt to estimate what the damages are likely to be.
However, because the term “liquidated damages” has received almost universal usage,
it is used in this Article.
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I
PoLICY CONSIDERATIONS AND TRENDS IN PARTY AUTONOMY

The question of how much autonomy the law should give parties
to employ clauses that control the amount of damages recoverable
for contract breach is part of the general issue of party autonomy.
Even in periods of maximum party autonomy, there have been some
controls on contractmaking, such as the Statute of Frauds, capacity re-
quirements, legality requirements, and usury laws. Also, the considera-
tion doctrine limited pure contractual freedom by not enforcing gift
promises and by balancing extremely unequal bargaining power
through the mutuality concept. Until the 20th century, however, the
general norm was party autonomy.

The most important reason for the modern trend away from auton-
omy is that much of 19th-century contract law was predicated upon the
model of a contract between two parties of relatively equal bargaining
power who negotiate and conclude a mutually acceptable agreement.
Instead, the bulk of contracts today are various forms of adhesion con-
tracts, the mass-produced, nonnegotiated contracts pioneered by the
insurance, utilities, and transportation industries.* The consent in
these adhesion contracts is a fiction. The party handed a form usually
has no time to read it, would not understand it if he took the time,
would not be able to find anyone with authority to change it if he
wished to, and very likely would not be able to make the transaction if
he insisted upon a change from the standard form.*

Largely because of adhesion contracts, the past 20 years have
seen a proliferation of legal controls on contracts. There is more
judicial intervention through the back door of interpretation® and, in-
creasingly now, direct intervention through refusal to enforce con-
tracts that courts think are unjust.® There is also more control of
standardized contracts by state and federal regulatory agencies;? sec-

3. See generally Kessler, Contracts of Adhesion—Some Thoughts About Free-
dom of Contract, 43 CorLuM. L. Rev. 629 (1943); Slawson, Standard Form Con-
tracts and Democratic Control of Lawmaking Power, 84 Harv. L. Rev. 529 (1971).

4. See La Sala v. American Sav. and Loan Ass'n, 5 Cal. 3d 864, 489 P.2d 1113,
97 Cal. Rptr. 849 (1971); English v. Ford, 17 Cal. App. 3d 1038, 1050 n.10, 95 Cal.
Rptr. 501, 508 n.10 (2d Dist. 1971); Bauer v. Jackson, 15 Cal. App. 34 358, 93 Cal.
Rptr. 43 (4th Dist. 1971).

5. See Steven v. Fidelity & Cas. Co., 58 Cal. 2d 862, 377 P.2d 284, 27 Cal.
Rptr. 172 (1962).

6. See Tunkl v. Regents of University of California, 60 Cal. 2d 92, 383 P.2d
441, 32 Cal. Rptr. 33 (1963); Ellsworth Dobbs, Inc. v. Johnson, 50 N.J. 528, 236 A.2d
843 (1967); Henningsen v. Bloomfield Motors, Inc., 32 N.J. 358, 161 A.2d 69 (1960).

7. See Davidian v. Pacific Tel. & Tel. Co., 16 Cal. App. 3d 750, 94 Cal. Rptr.
337 (2d Dist. 1971); Product Research Associates v. Pacific Tel. & Tel. Co., 16 Cal.

3—85911
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tion 2-302 of the Uniform Commercial Code directly invites courts to
police the worst aspects of all standardized sales contracts and a pro-
liferation of legislation controls contracts and contractmaking in partic-
ular situations.® This increased legal control, however, must be seen
against the backdrop of a large residue of party autonomy. We have
moved from the 19th century of relatively free autonomy to a mixed sys-
tem in the 20th century: now some transactions are highly regulated,
while others still have minimal legal control.

A. Reasons for Liquidated Damages Provisions

As the norm has changed from negotiated contract to adhesion
contract, the reasons for employing liquidated damages clauses have
changed, and accompanying this has been a change in judicial attitude
toward enforcement. First, consider the use of liquidation clauses
in the model of a negotiated contract. Both contracting parties
often wish to control their risk exposure, and permitting them to do so
encourages risk-taking. The performing party® may also wish to avoid
the feared irrationality of the judicial process in determining actual
damages. He may also be fearful that the court will give insufficient
consideration to legitimate excuses for nonperformance, that the court
may be unduly sympathetic to plaintiff’s claim that any loss he incurred
should be paid for by the party whose nonperformance caused the loss,
or that the court may consider contract breach an immoral act.

There are also reasons why the nonperforming party as well
may wish to use a liquidated damages clause. Sometimes a breach
will cause damage, but the amount of damages cannot be proven under
damage rules. For example, in wartime procurement contracts it may
be impossible to establish the damages caused by delayed or defective
performance by the contractor. Without an enforceable clause pur-
porting to liquidate damages, the nonperforming party may fear that
the performing party will have insufficient incentive to perform if the
latter realizes that damages be has caused are not sufficiently provable
to be collected. Such a clause is a penalty in that its principal func-

App. 3d 651, 94 Cal. Rptr. 216 (Ist Dist. 1971); Bauer v. Jackson, 15 Cal. App. 3d
358, 93 Cal. Rptr. 43 (4th Dist. 1971).

8. See, e.g., CAL. Civ. CopE §§ 1801 et seq. (West 1970) (retail installment
sales); id. §§ 1812.50 er seq. (dance studio contracts); id. §§ 1812.80 (health studio
contracts); id. §§ 1725 et seq. (swimming pool construction); id. §§ 1718-19 (credit
cards); CaL. ANN. Bus. & PROF. CODE §§ 22250 et seq. (West 1964) (television and
radio repairs); id. § 9842 (electronic repairs).

9, In a sense each party to a contract is a “performing party,” but in this dis-
cussion “performing party” means the party whose failure to perform is the basis of
invoking the liquidated damages clause. Usually the performing party agrees to
transfer ownership or possession or to render services in exchange for money, but
sometimes the performing party promises to pay money, such as in a loan or lease.
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tion is to coerce performance. Yet if it is reasonable—not dispropor-
tionate to actual, although unprovable, damages or to the contract
price—it will be enforced.’® Without a liquidated damages clause there
is also a danger the contractor may recover the full contract price de-
spite a breach that caused some unprovable losses. Thus while the
nonperforming party may be motivated principally by the penalty as-
pects of the clause, he may to a lesser degree be motivated by the desire
to prevent what appears to him to be unjust enrichment.

Liquidated damages clauses may also be inserted to improve upon
what the parties believe to be a deficiency in the litigation process:
the cost and difficulty of judicially proving damages. Through a li-
quidation clause the parties attempt to use contract to settle the amount
of damages involved and thus improve the normal rules of damages.!
Also, when the clause is phrased in such a way as to indicate that the
breaching party will pay a specified amount if a particular breach oc-
curs, troublesome problems involved in proving causation and foresee-
ability may be avoided. This was extremely helpful, for example, in
wartime procurement contracts, where not only was it almost impos-
sible to establish the amount of damages, but it was equally impossible
to establish that delayed or defective performance by the contractor
caused any particular loss and that the loss was reasonably foreseeable
at the time the contract was made.’?> Finally, the parties may feel that
if they truly agree on damages in advance, it is unlikely that either
would later dispute the amount of damages recoverable as the result of
his breach.

In the adhesion contract situation there are some similarities in ob-
jectives; the desire to control the irrationality and expense of the litiga-
tion process and the need to know the extent of risk exposure are
still involved. There are, however, obvious additional objectives of
the stronger party. He can dictate the terms of the contract; if he
is the performing party, he is likely to use the contract clause to limit
his exposure almost to the vanishing point, and if he is the nonper-
forming party, he may try to use a penalty clause to coerce perform-
ance, or he may try to use a genuine liquidation clause to make vindi-
cation of his legal rights as convenient and inexpensive as possible.
In the adhesion context, then, the stronger party may try to limit his
own liability and to set an agreed amount that is sufficiently high to
coerce performance. In the event performance is not rendered, the
clause may obtain a settlement or win the case.

10. See, e.g., United States v. Bethiechem Steel Co., 205 U.S. 105 (1907).

11. See Garden State Plaza Corp. v. S.S. Kresge Co., 78 N.J. Super. 485, 189
A.2d 448 (App. Div. 1963); 1 J. WIGMORE, EVIDENCE § 7a (3d ed. 1940).

12. See United States v. Bethlehem Steel Co., 205 U.S. 105 (1907).
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B. Judicial Responses to Liquidated Damages Provisions

Moving from the reasons why liquidated damages clauses are
used by the parties, let us consider what motivates courts to uphold or
reject these clauses. Some courts undoubtedly are persuaded by the
argument that the parties have paid their money and taken their
chances.’® Since the parties have assumed certain risks, courts often
see no particular reason to relieve them from the risks they have taken.
Treating the liquidated damages clauses as any other, such courts
uphold the clauses to reward the party who has guessed best on the
question of damages. Other courts enforce these clauses because they
believe that protecting the reasonable expectations of the contracting
parties encourages risk-taking and assists in planning.'® Still other
courts look at the contract as a package and enforce the liquidation
clause because they feel that the party attacking the clause has re-
ceived benefits under the contract. This is especially likely when
such a clause is directly related to the contract price. For example,
in one important case,’® a gun manufacturer offered to supply guns
at different prices depending upon when delivery had to be made. The
government chose the quickest delivery at the highest price. Nonen-
forcement of the delay-damage liquidation clause in this case would have
disturbed the package arrangement and created unjust enrichment.

Courts also enforce these clauses because they believe liquidated
damages clauses help the courts achieve just results. Sometimes the
computation of damages in litigation is no better than a guess; as
long as the amount selected by the parties is within a reasonable range,
the courts feel that enforcing the amount selected is likely to be as
fair as any amount determined by the court. Furthermore, courts believe
that if such agreements are enforced, at least in theory the use of
such clauses should expand, resulting in fewer breaches, fewer law
suits, fewer or easier trials, and in many cases, at least as just a result.!?

13. See 5 A. CorsIN, CORBIN ON CONTRACTS § 1060 (1964) [hereinafter cited as
CORBIN].

14. See Southwest Eng’r Co. v. United States, 341 F.2d 998 (8th Cir. 1965);
Broderick Wood Prods. Co. v. United States, 195 F.2d 433 (10th Cir. 1952); Streeter
v. Rush, 25 Cal. 67 (1864). 1t is interesting to note that this hard attitude is most
often reflected in government procurement contract cases. Undoubtedly, some of
this is traceable to the feeling that government contractors should know what they are
doing and can take care of themselves. See also Bethlechem Steel Corp. v. City of
Chicago, 350 F.2d 649 (7th Cir. 1965).

15. See Better Foods Mkts. Inc. v. American Dist. Tel. Co., 40 Cal. 2d 179,
253 P.2d 10 (1953); Fleischer v. Cosgrove, 145 Cal. App. 2d 14, 301 P.2d 911 (1Ist
Dist. 1956). See also Bailey v. Manufacturers’ Lumber Co., 224 F. 806 (S.D.N.Y.
1915).

16. United States v. Bethlehem Steel Co., 205 U.S. 105 (1907).

17. Cf. 5 CorBIN § 1057.
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Finally, courts recognize that enforcement of these clauses can
cure defects in the litigation process. For example, the requirements
as to certainty may seem too restrictive. A court may enforce a
liquidation clause to ensure that a party will get a just recovery that
might otherwise be denied him because he cannot establish the loss
with sufficient certainty.

Many purported liquidated damages clauses, however, are not
enforced. The traditional rationale for nonenforcement is that courts
will not aid in coercion, oppression,'® or unjust enrichment;*® courts
seek only to compensate, and enforcement of penalty clauses is con-
trary to that purpose.”® Thus, enforcement of a clause not based
upon an estimate of proper compensation would cause an unconscion-
able result.?*

Refusal to enforce these clauses may recognize the protection
contracting parties need from their own unfortunate optimism and their
failure to consider in advance the possibility that subsequent events may
affect their performance.?? Like the doctrines of consideration, frus-
tration, impossibility, and mistake, not enforcing a liquidation clause
reflects the idea that the performing party should not be held strictly
to his promise. The refusal to enforce a liquidation clause does not
preclude the plaintiff from recovering actual damages. This method
of relieving a party from his contractual promise gives the judge the
comfortable feeling that he is not upsetting traditional law but merely
putting the plaintiff to his proof of damages. Courts have therefore
employed nonenforcement as an equitable compromise and corrective
device in various situations, such as where the performing party had a
good, but not legally sufficient, case for reformation,?* where a party’s
delay should have been excused,** and where the legality of the con-
tract was doubtful.?*

Moreover, modern courts are beginning to look at the realities of
the contractmaking process. They realize that if the clause is part of
an adhesion contract, some of the reasons for permitting and encouraging
party autonomy do not apply. When one party is under great com-
pulsion and has no choice, it is not likely that the amount is fair risk
assumption. Party autonomy is less attractive in such a context, espe-

18. See Mente & Co. v. Fresno Compress & Whse. Co., 113 Cal. App. 325,
298 P. 126 (4th Dist. 1931) (goods transaction).

19. See Muldoon v. Lynch, 66 Cal. 536, 6 P. 417 (1885).

20, See id.

21. See Escondido Oil and Dev. Co. v. Glaser, 144 Cal. 494, 77 P. 1040 (1904).

22. See C. MCCORMICK, DAMAGES § 147 (1935) [hereinafter cited as McCorMICK].

23. Evav. McMahon, 77 Cal. 467, 19 P. 872 (1888).

24. Muldoon v. Lynch, 66 Cal. 536, 6 P. 417 (1885).

25. Pacific Factor Co. v. Adler, 90 Cal. 110, 27 P. 36 (1891).
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cially when enforcing the clause would do violence to a damages rule
that the court believes to be salutary.?® In the famous Henningsen v.
Bloomfield Motors, Inc. case,> for example, the court noted that to
enforce the warranty clause would frustrate what the court had just
announced as an advanced and modern principle of manufacturer’s
liability for defective products.

I
TYPES OF CONTRACTUAL CLAUSES CONTROLLING DAMAGES
A. Genuine Liquidated Damages Clauses

A liquidated damages clause can take varying shapes. In its sim-
plest form, it may specify that for a particular breach the breaching
party will pay a designated lump sum. The clause may provide a formula
that will determine damages by an arithmetic computation.?® For ex-
ample, a marketing association member might agree to pay a desig-
nated sum for every unit he sells in violation of the marketing agree-
ment,* a lessor who promises to make his land cultivatable might
promise to pay a designated sum per acre for crops lost due to his
breach,’® or a contractor might contract to pay a designated sum for
each day of unexcused delay.** Similarly, delay in delivery of goods
might be liquidated by multiplying the number of days of unexcused
delay by a designated percentage of the selling price of the goods,3?
and if overhead is a recoverable item, a percentage of the contract or
sale price might be specified as a liquidated amount.33

26. Mente & Co. v. Fresno Compress & Whse. Co., 113 Cal. App. 325, 298
P. 126 (4th Dist. 1931).

27. 32 N.J. 358, 161 A.2d 69 (1960).

28. A distinction must be made between a formula set forth in a contract that
is part of the promised performance and a formula that is to be applied for deter-
mining damages in the event of breach. For example, a cost-type construction con-
tract often specifies recoverable costs. This is not an attempt to liquidate; it is the
promised performance. Even if the clause went. further and stated that the con-
tractor could recover a designated percentage of his administrative overhead as part
of an allowable cost, it would still not be a liquidated damages clause. But suppose
the contract were for a fixed price and the owner unjustifiably terminated it. A clause
specifying that in the event of breach the contractor would be able to recover a
designated percentage of the construction contract or of the contractor’s overall ad-
ministrative overhead in computing his cost of part performance is a clause attempting
to liquidate damages.

29. See, e.g., Anaheim Citrus Fruit Ass’n v. Yeoman, 51 Cal. App. 759, 197 P.
959 (2d Dist. 1921).

30. See, e.g., Seid Pak Sing v. Barker, 197 Cal. 321, 240 P. 765 (1925).

31. See, e.g., Peter Kiewit Son’s Co. v. Pasadena City Junior College Dist., 59
Cal. 2d 241, 379 P.2d 18, 28 Cal. Rptr. 714 (1963).

32. See, e.g., Broderick Wood Prods. Co. v. United States, 195 F.2d 433 (10th
Cir. 1952).

33. See, e.g., Challenge-Cook Bros. Inc. v. Lantz, 256 Cal. App. 2d 536, 64
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Other liquidated damages clauses are attempts to refine the appli-
cable legal standards for measuring damages. For example, suppose a
contract specifies that, if the performing artists do not perform a con-
cert as promised, they will pay all the expenses incurred by the pro-
moter in advertising the concert. If the promoters sought recovery
of their expenses in part performance, they could recover the advertising
expenses rendered valueless by the breach. To do this they must show
the expenditures were foreseeable by the defaulting performers at the
time the contract was made and that the amount of expenditures was
reasonable.®* The clause specifying that these amounts would be re-
coverable would materially assist the promoters, because it would get
them by the foreseeability question and might very well foreclose any
showing that the expenditures were not reasonable.

A distinction is frequently made between underliquidation and over-
liquidation clauses: underliquidation occurs when actual damages are
substantially greater than the liquidated amount,*® while overliquidation
occurs when actual damages are substantially less than the liquidated
damages. On the whole, courts are less reluctant to enforce under-
liquidation clauses than overliquidation clauses. Awarding liquidated
damages that a court believes to be substantially in excess of actual
damages violates the compensation principle, but permitting*‘under-
liquidation is similar to other legal doctrines that relieve performing
parties, such as impossibility, frustration, mistake, and foreseeability.
Such relief should encourage contractmaking by protecting enterprises
from inordinate risk exposure. Enforcement of underliquidation is
less desirable in the personal injury area because it may disturb the
rational allocation of loss distribution provided by tort law. Also, in the
consumer area underliquidation can frustrate reasonable expectations
and give too much power to the dominant contracting party.*

B. Agreed Valuations

It is common to set agreed valuations for corporate acquisitions
or buy-out provisions in partnership agreements. Like a formula for
determining costs, such a provision for an agreed valuation should not
be subject to requirements specified for liquidated damages. Suppose,
however, a landlord and tenant agree on valuations for certain items of

Cal. Rptr. 239 (1st Dist. 1967). But see Rice v. Schmid, 18 Cal. 2d 382, 115 P.2d
498 (1941).

34. Recovery of expenditures made in part performance would be subject to
the performing party’s being able to prove the losses would have resulted even if the
concert had taken place. See generally RESTATEMENT OF CONTRACTS § 333(d) (1932).

35. See generally Fritz, Underliquidated Damages as Limitation of Liability,
33 Texas L. REv. 196 (1954).

36. See, e.g., Henningsen v. Bloomfield Motors, Inc., 32 N.J. 358, 161 A.2d 69
(1960).
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personal property in the lease of an expensive house, so the damages
will be fixed in the event these items are not returned to the landlord
upon termination of the lease. While such an agreed valuation might
be an alternative performance—the tenant can either return the desig-
nated personal property o